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To Bill Vickrey,
whose integrity, honesty, brilliance, and eccentricities
make me proud to have been his student



Preface

Why write a new introductory economics textbook? Since I
am an economist, the answer must be that the expected
benefits outweighed the expected costs. But that doesn’t
mean I had my bank balance in mind when I decided to write
this book. Quite honestly, there are easier ways of earning
money (my wife’s a doctor). There had to be some other
benefits out there. For me, those other benefits had to do
with a belief about how economics should be taught—what
was important and what was not.

Before I started writing this book I had done quite a bit
research on economic education. As part of that research
Arjo Klamer and I had surveyed and interviewed graduate
students in a number of top graduate programs. Two of the
most disturbing things we discovered were that economic
institutions and economic literature were being given short
shrift in graduate economics education. For example, in
response to the question, ‘‘How important is a knowledge of
economic literature to being successful as an economist?”’
only 10 percent of the students responded that it was very
important, while 43 percent said it was unimportant. In
response to the question, ‘‘How important to achieving suc-
cess as an economist is having a thorough knowledge of the
economy?’’ only 3 percent said it was very important, while
68 percent said it was unimportant.

I believe that the majority of the profession is concerned
with these results. Certainly the students we interviewed
were concerned. They said they believed that institutions
and literature were very important. Their survey responses
simply indicated their perception of how people succeed in
the profession, but the current situation was not the way it
should be. Almost all economists I know believe that stu-
dents need to know economic literature and have a thorough
knowledge of the institutions. Without the appropriate back-
ground knowledge of institutions and literature, all the tech-
nical skills in the world aren’t going to provide one with the
economic sensibility necessary to understand what’s going
on in the economy or to decide whether or not a model is
relevant.

As | thought about these results and considered my own
teaching, I realized that the problem was not only in gradu-
ate schools; it had filtered down to undergraduate texts. As 1
looked through the texts, I saw excellent discussions of
technical issues and of models, but little discussion of eco-
nomic sensibility. These books didn’t even try to provide the
intellectual context within which those models developed or
the institutional context to which these models were to be
applied. The standard texts had settled into teaching tech-
nique for the sake of technique and had shifted away from
teaching economic sensibility.

I decided that if I were serious about playing a role in
reinstituting economic sensibility and a knowledge of institu-
tions and literature in economic education, I would have to
write an introductory textbook that did that. I took it as a
challenge. Meeting that challenge was what drove me to
write this book; it is what kept me going when all my rational
instincts told me it was too much time and too much work.

Teaching Economic Sensibility

The question I faced was: How do you incorporate economic
sensibility into a textbook? Economic sensibility is more
than a knowledge of modeling techniques; it is a mindset in
which one’s lens of the world is a latticework of ascending
cost/benefit frameworks in which one is deciding on the
optimal degree of rationality. Economic sensibility is an
enforced reasonableness that provides insight into compli-
cated issues; it is a perspective, not a technique. The argu-
ment | heard in favor of teaching technique was that
economic sensibility could not be taught. I reject that argu-
ment. Economic sensibility may be hard to teach because it
does not come naturally for most people, but it can and must
be taught. The question is: How do you teach it? The answer
I came to is ‘‘Enthusiastically.”

Economics with Passion

I am first and foremost an economics teacher; I am excited
by economics. I find economic ideas relevant, challenging,
and exciting. In my lectures I try to convey that excitement,
and if the lecture is going right, I can feel the excitement in
my students. Then off they go to read the text. All too often
when they return to class, the fire in their eyes is gone; the
textbook has lulled them into complacency. Those who
know me know that I can put up with many things (not
quietly, but nonetheless put up with), but one of those things
isn’t complacency. I want students to think, to argue, to
challenge, to get passionate about the ideas. I encourage this
reaction from students not just because economists’ ideas
deserve to be treated passionately, but also because, through
a combination of passion and reason, eventually students
achieve economic sensibility. I decided what was missing
from most textbooks was the passion. I promised myself my
book would retain the passion.

Now there’s no way I’m going to get passionate about
Slutsky equations, phase diagrams, indifference curves, or
an AS/AD model. Mathematicians may get passionate about
such things, I don’t. I do get passionate about the insights
economics gives one into the problems we, as individuals
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and as society, must face: the budget deficit, TANSTAAFL,
environment, and agricultural subsidies. If the techniques
help in understanding the ideas fine, but if they don’t, good-
bye to the techniques.

Passion without Bias

While not all textbooks are written by passionless people,
the conventional wisdom is that authors should hide their
passion to make their books more marketable. In some ways
this makes sense—often passion and ideological bias go
together. Many economists’ passions are ideologically
linked, and if you remove the ideology, you remove the
passion. Good economic sensibility cannot be—and cannot
even appear to be—biased; if passion is purged in maintain-
ing neutrality, it is purged for a good cause.

But passion and ideological bias need not go together. I
believe it is possible for a passionate textbook to be reason-
ably objective and unbiased. And I set out to write a book
that would be as unbiased as possible (but not more so) and
to do so without masking my passion for economic ideas.
Various techniques allow me to do this. For example, to
keep the students interested in the ideas rather than focusing
on technique, I present some ideas in a debate format with
two passionate believers on both sides arguing the points.
The debate format makes the arguments come alive; they are
no longer technical issues that must be memorized; they are
passionate ideas, and as the students get caught up in the
debate, they think about the ideas much more deeply than
they otherwise would.

A Conversational Tone

To transmit that sense of passion to the students, I needed a
writing style that allowed it to come through. Quite honestly,
textbookese douses passion faster than a cold shower. So
this book is not written in textbookese. It’s written in con-
versational English—I’m talking to the students. When they
read the book, they will know me; they may not like me like
my mother likes me, but they will know me.

The conversational tone is not a monotone; it ebbs and
flows depending on the nature of the material. Sometimes, in
the analytic parts, the style approaches textbookese; the
important technical aspects of economics requires technical
writing. When we hit those parts, 1 tell the students and
encourage them to stick with me. But, even here I try to
provide intuitive explanations that students can relate to.

The use of conversational style has two effects. First, it
eliminates the sense some students have that textbooks pro-
vide the “‘truth.”’ When the textbook author is a real person
with peccadilloes and warts, the students won’t accept what
he or she says unless it makes sense to them. Approaching a
textbook with a Missouri ‘‘show me’’ attitude stimulates
true learning. Second, the conversational style keeps the
students awake. If students’ heads are nodding as they read
a chapter, they’re not learning. Now I know this book is not
Catcher in the Rye; it’s a textbook conveying sometimes
complex ideas. But the excitement about economic ideas
and the real world comes through.

The approach I take allows me to deal simply with
complicated ideas. For example, in the book I discuss New

Keynesian economics, New Classical economics, real busi-
ness cycles, strategic pricing, the theory of the second best,
rent-seeking, Pareto optimality, and challenges to Pareto
optimality. The conversational style conveys the essence of
these complex topics to students in a nontechnical fashion
without tying the students’ brains up in technical tourni-
quets. The style allows me to relate the ideas to concrete
examples rather than mathematical formulas, providing intu-
itive discussions of the ideas that capture the economic
sensibility.

Models in Historical and Institutional Context

Discussing only the minimum of techniques necessary for
the students to understand the ideas allows me more leeway
to get into, and discuss, institutional and historical issues as
they relate to current policy. Models without context are
meaningless, and thus you'll find more historical and institu-
tional issues in this book than in other principles books. The
book has numerous maps; the discussion conveys the sense
that geography, history, and psychology are important, even
though it touches on them only tangentially.

One of the ways in which this historical and institutional
approach shows up is in the complete coverage of the chang-
ing nature of economic systems. Socialism is undergoing
enormous changes, and students are interested in what is
happening and why it is happening. Their questions cannot
be answered with technical models, but they can be dis-
cussed informally in a historical context. And that’s what
this book does.

International Focus

When I started to work on the book back in the 1980s, 1
decided to include a much deeper discussion of the interna-
tional sectors than most textbooks did then. Now, while
most books at least purport to have international coverage,
this book definitely does.

In the introductory section, a full chapter, ‘“‘An Intro-
duction to the World Economy,” sets the stage for the
integration of international issues into the text (no other
principles book has such a chapter). In the micro section,
international policy issues are fully integrated throughout.
For example, ‘‘The Regulation of Markets: Antitrust and
Industrial Policies’ discusses not only how international
issues are changing the U.S. antitrust policy, but also dis-
cusses antitrust policy in a variety of countries. And there
are still a full four chapters devoted to international issues at
the end of the book, providing the flexibility for professors to
give even more emphasis to international issues, depending
on time constraints.

The Invisible Forces

I've incorporated in the book a pedagogical device I've
found useful where I want to include the social and political
forces that affect reality. That device is to convey to stu-
dents a picture of reality being controlled not only by the
invisible hand, but also by the invisible foot (politics) and the



invisible handshake (social and cultural forces). This invisi-
ble forces imagery lets me relate economists’ abstract mod-
els to the real world; it allows me to discuss the real-world
interface between economics, politics, and social forces.
What makes this device effective is that students can picture
these three invisible forces fighting each other to direct real-
world events; that image allows them to put economic mod-
els into perspective.

Other Pedagogical Features

I hope you’ll find the style and approach teachable. But a
textbook needs more than style to be user-friendly, and the
publisher and I have worked hard to make this the most user-
friendly textbook that exists. Let’s consider the in-text ped-

agogy.

Overall Organization

The book is divided into three sections, and the micro sec-
tion is divided into subparts. This organizational structure
allows the instructor to pick and choose materials for the
course, whether it be for an 8-week quarter or a 16-week
semester. A number of alternative outlines are presented in
the Instructor’s Manual to assist you in using this book
effectively.

Learning Objectives

Each chapter opens with a numbered list of learning objec-
tives. These objectives give students a sense of the chapter
concepts and provide a guide to approaching the material.
The numbers associated with each objective are keyed to the
text discussion, allowing students to focus on the discussion
with a context. The learning objective numbers are also
integrated with the key points in the chapter summaries.
Thus, the learning objectives provide a framework both for
learning and for review.

Key Terms
The vocabulary essential to understanding economics is

boldfaced within the running text at the point where the term
is introduced and defined.

Marginal Definitions

The key terms are used to form a running glossary for each
chapter. The boldfaced term is highlighted and again defined
in the margin, permitting easy review of important termi-
nology and concepts. (Boldfaced page numbers in the index
allow for quick reference to the marginal definitions.)

Graphics

Analytical graphs are simple and straightforward so that
students can easily follow what’s happening. Consistent use
of color allows differentiation between movements along
curves and shifts of curves. Descriptive and historical data
are presented in a visually attractive fashion that parallels
what the students will see in the popular press. Periodic
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photos direct the students outside the text and into the real
world. For example, almost every chapter has a margin
picture of a reference source, letting students know that
there’s much more to economics than what'’s in the text.

Boxes

The text discussion is further enlivened, both visually and
conceptually, by a series of boxes. These boxes serve one of
two purposes. Those entitled ‘*‘A Reminder’’ serve as a
review for students; they summarize and consolidate key
material. Those entitled ‘*Added Dimension’” either extend
the text material or provide another perspective on it, relat-
ing the material to the real world and deepening students’
understanding.

Case Studies

Economics is more than textbook discussions of models. It
is applying economic reasoning to economic events, using
economic knowledge to interpret articles about economics,
understanding when economic reasoning is being objectively
applied and when it is biased. It is a type of critical thinking,
involving the use of models not because they are right, but
because they are useful.

To apply economics effectively, students must have
practice in doing so. For that reason this book differs from
other books: it includes case studies and newspaper articles
as integral parts of the text. It then discusses both the con-
tent and the perspective of those articles, giving the student
some practice in going beyond the text and actually applying
what they learn. One chapter, ‘‘Microeconomics, Social Pol-
icy, and Economic Reasoning’’ is devoted entirely to these
case studies.

Chapter Summaries and Key Terms List

At the end of each chapter are both a chapter summary and a
key terms list. The summaries provide a review of the key
points; they reflect the integrated learning strategy that
organizes the pedagogical presentation of the material. Each
of these points is referenced to the appropriate learning objec-
tive, making review more efficient. The page-referenced key
terms list provides quick review of the terms that have been
boldfaced in the text and that all students should know.

Questions for Thought and Review
and Problems and Exercises

Each chapter concludes with 10 questions and 2 problems or
exercises. These take the students back through the chapter.
Some ask for recall, some ask the student to apply reason-
ing, some ask for synthesis of the material, and some ask the
student to go beyond what they have learned and apply not
the analysis, but the general economic reasoning process
they have learned. Each question is rated for degree of
difficulty. To further stimulate the students to go beyond the
text, some questions send students into the library or to real
world institutions for answers.
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Appendixes

Appendixes that lead the students beyond the chapter mate-
rial are found at the end of various chapters. These cover
issues such as graphical analysis and indifference curves.
They allow a deeper technical presentation by those faculty
who want it.

Pedagogical Supplements

The supplements package that supports the text received the
same careful attention to pedagogy as did the text.

The STUDY GUIDE enables students to review chapter
content and key concepts through a variety of exercises
that are integrated by the pedagogical framework of the
text. Students are encouraged to practice analyzing, eval-
uating, and using economic information with two special
types of exercises. And multiple-choice mastery tests
provide practice for classroom exams. Answers are in-
cluded for all activities.

The INSTRUCTOR’S MANUAL uses P.L.U.S. (Profes-
sional Learning Unit Systems) to identify which of the
text and ancillary learning aids are available to students
and instructors within a lecture outline, providing an at-a-
glance menu. The lecture outline for each chapter also
suggests points to emphasize, further topics for discus-
sion, in-class exercises, and it identifies critical thinking
skills. A separate section provides alternative examples
and offers suggestions for drawing on other critical think-
ing skills, based on the chapter material. Annotated se-
lected readings and references and a bibliography of
supplementary resources round out the resources offered
in this ancillary. Answers to end-of-chapter questions are
provided.

The TEST BANK offers approximately 100 questions per
chapter that are classified by learning objective, degree of
difficulty, and skill. Where useful, questions contain a
rationale for their answers. (Software versions on Com-
putest3 are available.)

TEACHING TRANSPARENCIES are available for all of
the important figures and tables in the text.

READY NOTES replicate, in book form, the Teaching
Transparencies so that students may take notes and make
sketches easily during lecture.

PRINCIPLES OF ECONOMICS SIMULATION SOFT-
WARE allows students to apply the economic theory they
are learning by making decisions in a variety of economic
contexts and seeing the effects of those decisions. A
workbook asks students to make observations, answer
questions, and complete exercises as they work through
the simulations. Available for IBM or IBM-compatible
PCs.

MICROVIEW is a tutorial that uses modules, with page
references to the text, to help students explore key micro-
economic concepts. Students are directed to manipulate
graphical or other information in a model and then to

answer questions about the effects of these actions on
various relationships. The software is available for IBM
or IBM-compatible PCs.

COMPUTEST3 TEST GENERATOR allows instructors
to add and edit questions; save and reload tests; create
different versions of each test; attach graphics to ques-
tions and/or answers; import and export ASCII files; and
select questions based on type, level of difficulty, key
word, learning objective or skill level. Included on the
disk is an Online Testing Program that allows the test-
maker to create tests that can be taken by students using a
computer. Computest3 provides password protection of
saved tests and the question database and it can run on a
network. Available for IBM and IBM-compatible PCs.

ECONOMICS NEWSLETTER, which examines current
U.S. and world economic issues and is published peri-
odically by Richard D. Irwin, is sent to adopters.

ECONOMICS US$A, the video library, is also available to
adopters. These 28 half-hour programs bring economic
theory to life with a blend of historic footage, documen-
tary sequences, interviews, and analysis.
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